1. The PRD comprises the Pearl River Delta Economic Development Zone portion of Guangdong Province, consisting of nine prefectures: Guangzhou, Shenzhen, Zhuhai, Dongguan, Zhongshan, Foshan, Huizhou, Jiangmen, and Zhaoqing. The Greater PRD region adds the special administrative regions of Hong Kong and Macao, for an overall population of 55.5 million (2011 Asian financial crisis (1997-98) and its associated recession, and the outbreak of SARS (Severe Acute Respiratory Syndrome) in 2003. The average rate of gross domestic product (GDP) growth per capita in Hong Kong in the period 1989-97 was 5%, followed by a 6% decrease in 1998, chiefly because of the Asian financial crisis. In 1999-2006, GDP growth recovered to an average of 4.5% (see Figure 1) .
By contrast, the economy of China exhibited one of the highest growth rates in the world, with GDP growing between 9% and 10% per year between 1997 and 2007. China had been ranked as the third-largest economy in the world since 2007 and overtook Japan in 2010 to become number two. 2 The subsequent economic recovery after 1997-98 helped the strong growth of China's economy. In fact, with Hong Kong's economy integrating into China's, many low-end value-added industries relocated from Hong Kong, particularly into the PRD, because of lower production costs. As the economies converged, people in Hong Kong worried about the SAR's future role within China, Asia, and even internationally. Toward the end of 2005, Hong Kong began to address whether it would be marginalized and replaced by other Chinese cities such as Shanghai or Guangzhou. Will Hong Kong be marginalized in the economic landscape of China? Or will it continue and deepen its international status under OCTS, ultimately becoming a global city within the People's Republic of China (PRC) ? We believe that two effects will resonate to provide Hong Kong with sufficient incentives to maintain its current unique position. On the one hand, under China's development strategy, coastal areas have been foregrounded: they received broad incentives, and businesses were relocated there. This spurred the significant development of the PRD, which in turn had profound implications for the economy of Hong Kong. On the other hand, the privileged position of Hong Kong as a main gateway to China within the Greater PRD and the framework of the Closer Economic Partnership Agreement (CEPA) 3 are both likely to help Hong Kong retain and reinforce its role as a regional service hub.
R E G I O N A L d I S PA R I T I E S : C H I N A , T H E P R d, A N d H O N G K O N G
In order to investigate the relocation of economic activities within China and the emergence of the Hong Kong-Shenzhen megalopolis, we summarize the main theories underpinning these regional issues. According to neoclassical economic theory, the inter-regional disparities of a country (or areas in an integrated market) automatically level off over time, without any need for policy interventions. 4 However, other theorists assert that economic integration (or removal of trade barriers) will only be beneficial for those regions with development poles, i.e., with better development that can create linkages with other regions. 5 The impact upon the less-developed regions is indirect, operating through the effect on the more-developed ones (given that both had already achieved some sort of coexistence within the national market). 6 Accordingly, towns and regions with artificial advantages would be expected to suffer from the removal of barriers to trade as a consequence of a new reallocation of resources, reinforcing the attractiveness of those highly industrialized centers for both capital and labor. Conversely, borders that had suffered from barriers imposed by agglomeration forces (e.g., locating firms near each other, or in clusters of economic activity, to benefit from economies of scale) would blossom after the abolition of those barriers. 7 Attention has also been drawn to the importance of geographical factors such as proximity for international trade. Barriers to trade between countries including tariffs, language and cultural differences, and lack of factor mobility are usually enough to block the expansion of an industrial center beyond its domestic market. As integration proceeds, it is then expected for some industries to serve the market from a single local agglomeration rather than from several. 8 Both physical location and geographical spillovers matter more than national macro factors for regional distribution dynamics. 9 In the case of neighboring regions, both geographical and economic proximity will favor trade once the barriers are removed. This will be particularly strong if both are backward regions. In the case of one developed region pairing up with an economically lagging region, the removal of trade barriers will increase trade but the benefits may be unevenly distributed.
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The above-mentioned consequences of trade barrier removals are significant, if not imperative, in the restructuring of economic activity and the dynamics of disparities in Hong Kong and China. This is especially so in the PRD region as cross-border economic integration under OCTS deepens.
development of disparities in China (1978-2006)
We start by addressing the evolution of disparities in China as significant for the rise of the province of Guangdong and the PRD in particular. Since 1978, China has undergone a process of dramatic change. The average rate of GDP growth was 10.2% during the 1980s and 12.8% during the first half of the 1990s, compared with 5.5% in the 1970s. Given that the annual rate of population growth was 1.4% throughout the whole period, GDP per capita grew at a dramatic rate.
The impact on disparities of China's reform and opening up drive, according to Khan and Riskin, 11 can be divided into two phases. From 1978 until the mid-1980s, China's growth seemed to have been focused on agriculture; the dismantling of the communes and other reform efforts helped develop the rural economy, with incomes increasing relative to urban ones. In the second half of the 1980s, however, the rate of growth of agricultural output slowed and the trend reversed. Growth was then led by exports and international integration. The opening up of the economy, with exports as a proportion of GDP rising from 10.1% in 1980 to 21.2% in 1995, is often associated with increasing economic inequality. Export production was concentrated in the affluent coastal regions in the east, which enjoyed easy access to ports, good infrastructure, and foreign direct investment (FDI).
In August 1980, four special economic zones (SEZs) were established. Three were in Guangdong Province (Shenzhen, Zhuhai, and Shantou) and another was in Fujian Province (Xiamen). These SEZs offered incentives to foreign investors including lower tax rates, foreign exchange privileges, lower land use fees, and greater economic autonomy. To reinforce the advantages of the coastal areas, preferential investment and taxation policies were implemented along with flexible employment rules, a more powerful and efficient bureaucracy, and investment in infrastructure. In April 1984, 14 other coastal Chinese cities were granted special policies for foreign investment. 12 Opening up continued and coastal economic development zones (CEDZs) were created (the lower Yangtze River Delta, PRD, and the Xiamen-Zhangzhou-Quanzhou triangle) in 1985. In 1988 Hainan Island was administratively separated from Guangdong Province and became China's 30th province and largest SEZ. In 1990, Shanghai was authorized to launch the development of Pudong (East Shanghai) New Area.
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The Chinese government deliberately developed the coastal region first, with its comparative advantages. Development of the western regions lagged but has been targeted in recent years. Initial divergent standards of living were thus a by-product of the government's policy. Another objective was to boost the overall level of income in China despite increasing divergence, thereby reducing the poverty level. The "ladder step" doctrine postulates that optimal investment allocation should be made in the regions where capital productivity is highest, and development efforts should maximize regional comparative advantage by concentrating on the east coast. This development should later be diffused to the second and third steps of the ladder (the central and western regions).
In this section, we have studied the evolution of disparities in 14. The sigma convergence shows how the dispersion of real per capita income (in logarithms) across a group of countries (or regions) evolves over time as measured by the variance of income per capita. If it decreases over time, there is said to be sigma convergence between the countries (regions), i.e., the variability is lower. X. Sala-i-Martin, "On Growth and States"; R. Barro, "Economic Growth in a Cross Section of Countries."
15. Summarized in Table 1 . Absolute beta convergence tests the neo-classical hypothesis that poorer countries (or regions) grow faster than richer ones. If this is the case, there will be a negative relationship between the initial level of income and its average rate of growth for the period under consideration. Conditional beta convergence, as opposed to absolute beta convergence, analyzes the incomes per capita of countries (or regions) that have identical structural characteristics and converge in the long run to their own equilibrium. In order to test for conditional convergence you can either introduce explanatory variables or study sets of economies for which it is safely assumed that they have similar variables. See ibid.; X. Sala-i-Martin, "Regional Cohesion: Evidence and Theories of Regional Growth and Convergence," European Economic Review 40 (1996), pp. 1325-52.
the Chinese provinces, which is consistent with the literature. Thereafter in the nineties, however, there was divergence.
We have also analyzed changes in income within China by looking at the percentages of national GDP per province. As shown in Figure 3 when compared to 1978. In fact, when looking at the top six provinces in proportion of GDP in 1978 (Shanghai, Jiangsu, Liaoning, Shandong, Guangdong, and Sichuan, respectively), it can be seen that while Guangdong and Shandong rose to the top positions, Jiangsu decreased to third place. In 2006 Shanghai, Liaoning, and Sichuan decreased their share of GDP and fell to seventh, eighth, and ninth positions, respectively. This pattern can be further seen in Figure 4 , which only depicts some selected provinces. As mentioned above, four SEZs were created in 1980. Three were in Guangdong, which went from fifth place in 1978 with a 5.35% share of GDP to an impressive 11.34% in 2006 and a number one ranking. The other SEZ was created in Fujian, which also demonstrated remarkable growth, increasing from 23rd place in 1978 to eleventh in 2006 while doubling its share of GDP. Moreover, this highlights another feature of the last decades in the regional disparities of China, the relative growth of the coastal region at the expense of the interior. While the coastal region slightly increased its proportion of national GDP, the western and central regions lost out. Given that the population shares remained constant throughout the period, this indicates the coast enjoyed a higher percentage of GDP distribution per capita (see Table 2 ). 
Pearl River delta: Hong Kong-Guangdong Closer Economic Ties
In addition to the relative increase in income levels of the coastal regions, another relocation within each region is worth studying, i.e., uneven distribution of income within the coastal regions. In this section, the economic integration between Hong Kong and Guangdong will be analyzed to examine whether there was a relocation of economic activities within that region. Guangdong had been chosen as a testing ground for implementing novel policies "one step ahead" of other Chinese regions. Thus, Shenzhen was designated as the first SEZ in 1980 while the PRD was created as the CEDZ in 1985. The PRD comprises the prefectures of Guangzhou, Shenzhen, Zhuhai, Dongguan, Zhongshan, Foshan, Huizhou, Jiangmen, and Zhaoqing in Guangdong Province. Back in the early 1970s, Guangdong had received little investment, and its infrastructure was not highly developed. However, by the end of the nineties, half of the total investment from Hong Kong into China was concentrated in Guangdong, and 80% of foreign investment in Guangdong originated from Hong Kong. 16 Guangdong's proximity to Hong Kong and Macao, together with its preferential status, has given the region unique developmental opportunities. In the last few decades, the level of development has greatly increased, particularly in the PRD. Since the early 1980s, the regional division of labor between Hong Kong and cities in the PRD has expanded as the former's manufacturing industries moved to the PRD. Similarly, the regional division of industries between Hong Kong and the PRD, particularly Shenzhen, has deepened since the mid-1990s as Hong Kong's low-end value-added services moved north. These included retailing, recreation and leisure, accounting, data processing and back office operations of banks and telecommunication companies, as well as trade-related services.
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The Greater PRD has emerged as one of the world's most dynamic economic regions and manufacturing centers. If the region were a country, it would be the world's sixteenth largest in terms of size and tenth in terms of exports.
18 Two factors gave the region a further boost: the 2001 accession of China to the World Trade Organization (WTO) and the CEPA economic agreement between Mainland China and the two SARs of Hong Kong and Macao.
In-between the establishment of the PRD in 1985 and 2000, the region's GDP per capita has increased dramatically, while Hong Kong's has lagged (see Figure 5) . Moreover, when performing a sigma analysis of the two areas (see Figure 6 ), the indicator steadily decreased as a result of the accelerated growth in the PRD region and the relative stagnation of Hong Kong. As mentioned above, the growth of the PRD points at a further relocation of economic activity within Guangdong. The eastern portion of the PRD (Shenzhen, Dongguan, and Guangzhou) is economically the most developed. Up until the mid-eighties, these areas were mostly rural, but after the reforms and opening up, investment flew into the region. While the city of Guangzhou lost a share of national income in the period (although it still remained at the top), other 16 in Table 3 . When comparing Shenzhen and Dongguan with other cities in China, these two appeared in 2006 at the top in terms of average disposable residential income, not only ahead of Guangzhou (number six) but also ahead of Shanghai and Beijing (numbers three and four, respectively).
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The growing importance of Guangdong Province at the national level shows the effects of the coastal development strategy pursued in China since Economic development in the PRD has complemented Hong Kong's over the past quarter-century. As the two developed a partnership on the strength of export-oriented manufacturing investment, Hong Kong provided management and global supply chain services; the PRD supplied land and labor for production. Since the 1980s, most manufacturing in Hong Kong had been relocated to the PRD (the "front shop, back factory" model), particularly to neighboring cities such as Shenzhen and Dongguan. Hong Kong was thus transformed from a manufacturing-based into a service-based economy.
In this section, we complement analysis of the economic integration with a study of Hong Kong's competitive advantage as a service-based city. The successful implementation of OCTS has been vital to the development of Hong Kong because public confidence relies on enhancing both stability and prosperity. As an SAR of the PRC, Hong Kong enjoys a high degree of autonomy (except in areas such as national defense and diplomacy), and it boasts independent executive, legislative, and judicial functions. In addition, no departments within the central or local Chinese governments can intervene in the internal affairs of the HKSAR. With the Basic Law ensuring its free port status, the HKSAR remains a separate customs territory. Neither tariffs nor policies against the free trade and flow of goods, intangible assets, or capital can be imposed by the central government. The HKSAR has an independent taxation regime, as well as monetary and financial systems (its financial revenues are not handed over to the central government). The Hong Kong dollar continues to circulate as the legal tender, and this helps maintain competitiveness in attracting FDI and serving as a business base for MNCs (multinational companies) in the region.
Several factors contribute to Hong Kong's unique position in attracting foreign companies and MNCs. These factors are low taxes, being a gateway to China, geographic location, clean government, human resources (HR) development, innovation, and a free economy.
Tax System
Hong Kong's tax system is simple and relatively inexpensive to administer, with tax rates among the lowest in the world. Profit tax is charged only on net profits arising in or derived from Hong Kong, either through trade, profession, or business carried on there. Salaries tax is calculated in a similar way. While profit tax is derived from assessable profits after all expenses incurred in production have been deducted, salaries tax is calculated on net income (income after deductions and allowances). For the assessment year 2007-08, profit tax was 17.5% while salaries tax was calculated on a scale progressing from 2%, 7%, and 12% for the first, second, and third segments of HK$ 30,000 (US$3,850) net income each, and 17% thereafter on the remaining net income, according to the Hong Kong Inland Revenue Department. Furthermore, there are no capital gains tax, Value Added Tax (VAT), or Goods and Services Tax (GST) levied in Hong Kong. This low tax rate system is a main factor in Hong Kong's competitiveness for attracting foreign investment and for serving as a business base for MNCs.
Gateway to China
As a result of China's opening up and strengthening links with Hong Kong, the latter has become the main gateway to and from the Mainland for both business and travel. 21 According to the tourist statistics published by the Hong Kong Tourism Board (HKTB), the number of trips by foreign visitors to the Mainland through Hong Kong rose by an annual average of 6% in the past 10 years, with four million visitors in 2008. Conversely, the number of trips made by Mainland residents to or through Hong Kong grew 19% annually, reaching 16.8 million visitors the same year. In addition, by the end of 2010, a total of over 260 Mainland enterprises were listed on the Hong Kong Stock Exchange (HKSE), raising equity capital amounting to HK$ 2,395.1 billion (US$307.4 billion).
Geographic Position
Owing to its prime geographic as well as economic position within Asia, Hong Kong is a major international and regional aviation center and container port. The state of the art Hong Kong International Airport (HKIA) is one of the busiest airports in the world, and one of the most important gateway hubs for China. Under the OCTS framework, Hong Kong can continue to conclude bilateral air services agreements for scheduled service. By the end of 2006, there were 85 airlines providing flight services between Hong Kong and more than 150 cities worldwide. Most metropolises in Southeast Asia can be reached in five or less hours. With China's international trade on the rise, the demand for flight services between Mainland cities and international destinations is expected to balloon in the next 20 years.
As a result of the increase in demand for international flight services, particularly within the PRD area, the Airport Authority now provides crossboundary ferry service between the airport and five PRD ports. Passengers aboard these ferries do not have to go through customs and immigration procedures again in Hong Kong before boarding international flights. 24 In addition, the Airport Authority provides cross-boundary bus services between HKIA and 40 destinations in the PRD. To cope with the increase in transit passengers from four other airports in the PRD region, the Airport Authority will build a permanent cross-boundary ferry terminal to link up with passenger terminal buildings using the Automated People Mover system. 25 In 2006, the airport handled a record 44.45 million passengers and 3.58 million tons of air cargo, a respective increase of 9.1% and 5.2% relative HKIA ranked number one and number five worldwide, respectively, in terms of international freight and international passenger throughput, ahead of Tokyo (number 4 and 9, respectively) and Singapore (number 7 and 7, respectively).
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Geography has also enhanced maritime trade. Hong Kong is ranked as the seventh largest maritime center in the world. 27 It is home base for some of the world's largest and oldest shipping companies and provides embarcations to about 80 international shipping lines for an average of 500 weekly sailings to 500 destinations worldwide. In accordance with the Basic Law, the HKSAR in terms of international shipping, as with civil aviation, participates under the name "Hong Kong, China" in the International Maritime Organization and negotiates relief from double taxation for its trading partners.
The significance of Hong Kong's ties to the fast industrializing PRD area can also be seen in shipping. In 2006, the container port at Hong Kong handled a record 23.5 million TEUs (twenty-foot equivalent units) of containers, of which 70% corresponded to smaller coastal and river trade vessels entering or leaving the port via the Pearl River. Although the regional competition for container terminals and alternative modes of cargo handling is dramatic, Hong Kong still maintains its status as Asia's premier international transport and logistics hub. This is not only because of its privileged location but also its efficient and reliable handling facilities at HKIA and the Kwai Chung Container Terminal. Logistics has undoubtedly contributed significantly to Hong Kong's economy and the job market, and this in turn is vital to the development of the PRD region to achieve synergies in logistics development.
Clean Government
Hong Kong rates as one of the most corruption-free economies in the world. investigation, prevention, and community education about corruption. As a result of years of strong anti-corruption efforts, cronyism, influence peddling, and bribery-in both government departments and the private sector-are perceived by Hong Kong society as being rare. Consequently, companies are free to pursue their business interests on a level playing field, without concern for corruption. Furthermore, the United Nations Convention Against Corruption (UNCAC) came into effect in Hong Kong in February 2006. The UNCAC advances international cooperation in fighting corruption through information exchange, fugitive pursuit and arrest, and asset recovery. Apart from having regular contacts with overseas law enforcement agencies, the ICAC and the Mainland procuratorate authorities assist each other in corruption investigations carried out under the Mutual Case Assistance Scheme.
Intellectual Capital
The development of a pool of skilled manpower at all levels is considered a key to Hong Kong's competitive advantage in the knowledge-based economy of the 21st century. 31. This scheme was launched in July 2003 to attract talented people from the Mainland to work in Hong Kong. This scheme has no restrictions on sectors or quota and only covers professionals in the commercial and financial fields, as well as talented people and professionals in the arts, culture, sporting, and culinary professions. The selection criteria are consistent with those of the General Employment Policy. There is no automatic right of abode in Hong Kong granted to successful applicants, but ordinarily, they can apply for this status after residing in Hong Kong for a continuous period of not less than seven years. See Government of HKSAR, Immigration Department, Admission Scheme for Mainland Talents and Professionals, <http://www.immd.gov.hk/ehtml/faq_asmtp. htm>, accessed on February 20, 2008.
32. The arrangement started on August 1, 2001, which allowed mainland students who graduated from University Grants Committee (UGC)-funded institutions to work in Hong Kong. In July 2005, it was extended to those who were admitted to study at non-UGC-funded institutions and who subsequently graduated from full-time locally accredited degree-level or above programs. This arrangement aims to attract outstanding Mainland students who have graduated from locally accredited academic institutions at degree or above levels to work in Hong Kong. See economies, its pool of innovative talent is a powerful engine spearheading its transformation into a knowledge-based economy.
Free Economy
Hong Kong is widely recognized as one of the most open, internationally oriented economies in the world, with free trade at its core. The Heritage Foundation in the U.S. has consistently rated Hong Kong as the world's freest economy-ahead of Singapore-since the Index of Economic Freedom was created in 1995. Apart from its strategic location in the heart of East Asia on China's southern coast, Hong Kong's continuing economic success derives from numerous factors: a low-tax regime, transparent legal system, impartial judiciary, robust financial system, state-of-the-art infrastructure, free flow of capital and information, entrepreneurial spirit, clean government, and commitment to free trade and free enterprise. In addition, the local government has created a business-friendly environment by providing support services and infrastructure, as well as encouraging innovation and technological improvements in order to shift toward knowledge-based and high value-added activities. For example, the capacity for international telecommunications facilities (in cable) has been enhanced 180-fold over the past seven years by the market-oriented government approach.
Over the past two decades, the structure of Hong Kong's economy continued to shift away from manufacturing to services, becoming one of the most open, external-oriented economies in the world. OCTS ensures that Hong Kong remains an ideal metropolis for conducting business and a bridge between China and the world. The current economic restructuring toward a knowledge-based economy, coupled with the foregoing advantages and well-matched policies outlined for Hong Kong by the central government, give the SAR a rare opportunity to develop into a regional service hub in the next decade. If Hong Kong succeeds in these transformations, worries about its being marginalized will vanish. Another element favoring this shift is CEPA. The accord adopts a building block approach to gradually liberalize three broad areas: trade in goods, trade in services (with mutual recognition of professional qualifications), and facilitation of trade and investment. Hong Kong entering China enjoy zero-tariff treatment, and this was extended in the revisions to most products. Preferential access to China was also expanded to cover a wide range of service sectors.
Four key industries underpinned Hong Kong's development into a knowledge-based economy: financial services, 34 trading and logistics, 35 tourism, 36 and producer and professional services. 37 Together these four industries generated 59.6% of Hong Kong's GDP and provided 46.9% of total jobs in 2008. 38 We believe these four industries will pave the way for Hong Kong's further development into a high-value-added and knowledge-based economy. Therefore, for Hong Kong to become a complete regional service hub, the four key industries should be further developed within the CEPA framework.
H O N G K O N G ' S d E E P E N I N G T R A N S F O R M AT I O N I N TO A S E R V I C E H U B Leading Financial Integration in the PRd
Before providing a deeper analysis of how OCTS affects development of the financial sector, we will briefly mention Hong Kong's tourism and trading sectors, as these have also benefitted significantly under the principle. Before 1997, Mainlanders were only able to visit Hong Kong under a quota system, the "Hong Kong tour," for visiting relatives. After 1997 the quota system was relaxed, and in 2001 it was discontinued entirely. To facilitate the implementation of CEPA, the Individual Visit Scheme was introduced whereby since July 2003, Guangdong residents have been allowed to visit for no more than seven days on an individual basis. The scheme was extended to cover 49 cities in the Mainland (totaling around 260 million of China's population), and 34. Financial services includes banking, insurance, stock brokerage, fund management, and other financial services.
35. Logistics refers to freight transport, freight forwarding, storage, postal, and courier services. 36. Tourism covers inbound and outbound tourism. Inbound tourism covers retail trade, hotels and boarding houses, restaurants, other personal services, travel and airline ticket agents, and passenger transport services. Outbound tourism covers travel and airline ticket agents as well as crossboundary passenger transport services.
37. Professional services cover legal, accounting, auditing, information technology related services, advertising and related services, engineering and related technical services, and architectural design and surveying services. Producer services refer to services for use by other companies in the local economy, as well as exports of services to companies and individuals. 39 Liberalization measures within CEPA allowed Hong Kong's travel agencies to set up wholly owned or joint-venture travel agencies in Guangdong, as well as apply to run group tours in Hong Kong for the province's residents. More than 6.76 million Guangdong residents visited Hong Kong under the scheme in 2006, comprising nearly half of total Mainland visitors (13.59 million that year). Hong Kong's economy benefitted greatly from these guests' spending. Moreover, cross-boundary tourism aided the ability of the SAR's financial system to handle RMB transactions, strengthening its status as an international financial center. Tourists either spend RMB or convert them into Hong Kong dollars once they arrive (by unwritten practice, Hong Kong's companies welcome Mainland shoppers to pay in RMB.)
Another interesting issue is that despite higher production costs relative to the Mainland, manufacturers of some famous Hong Kong brand names chose to relocate part of their production back to Hong Kong in order to benefit from brand-name differentiation of their products. Indeed, the export value of goods benefiting from CEPA can be seen from the growing number of products eligible for tariff-free treatment, which has surged from 374 items in 2004 to 1,565 in July 2009. The share of Hong Kong exports benefiting from CEPA in Hong Kong's overall domestic exports to the Mainland has increased from 3% to over 18% (see Table 4 serves as a major channel for overseas importers of products sourced in the Mainland, providing trade-related services for financial management, accounting and auditing, business negotiation/liaison, banking and finance, insurance, marketing, and transport and logistics, among others. Another key issue is access to information on business activities, production technologies, product trends, company news, and trade leads worldwide, all of which can help companies make better decisions on product positioning, choice of skills, and customer targeting. Some Mainland enterprises would benefit from more of an international mind-set or management style, as well as greater experience and more capital and technology in order to make an impact on the international market in terms of brand quality and influence.
To tackle these difficulties and increase competitiveness, many private enterprises make use of Hong Kong's professional expertise and international experience. Some companies even set up a direct presence there, leveraging the SAR's advantages as an international financial and business center. The financial service industry greatly benefitted from the implementation of OCTS, not only by reinforcing Hong Kong's position as a global financial center but also by contributing to the development of Mainland financial markets. According to the Basic Law, the SAR government formulates independent monetary and financial policies, the Hong Kong dollar must be backed by a 100% reserve fund, no foreign exchange control policies shall be applied, and the Hong Kong dollar shall be freely convertible. In addition, freedom and privacy of communication are protected by the Basic Law. Financial services have become the pillar industry in Hong Kong, generating around 19.5% of GDP and engaging 5.5% of the work force in 2007. 40 Hong Kong also boasts one of the highest concentrations of banking institutions in the world. With 145 licensed banks, 135 of which are foreign-owned, Hong Kong is also home to 69 of the world's top 100 banks. 41 Increasing interest and optimism in Hong Kong's banking sector associated with China's accession to the WTO and CEPA's "first mover" advantages will only further strengthen Hong Kong's strategic position as a springboard into Mainland China. In China's 11th Five-Year Plan, as well as in Supplement V of the CEPA package, it is stated that China will support Hong Kong's position and further development as a financial center and help to enhance financial cooperation. Among other policies, the thresholds for market entry (i.e., 40 For example, the requirement for total assets is US$6 billion, significantly lower than the requirement under WTO commitments of US$20 billion. Under CEPA V, the "Substantial business operation" requirement will also be lowered. A Hong Kong bank can qualify as a Hong Kong service supplier if it has operated as a branch for at least two years and as a locally incorporated entity for three years or more (as opposed to five or more previously). Smaller banks in Hong Kong are given the additional flexibility of entering the Mainland market: under CEPA V, for a Hong Kong bank to acquire shareholdings in a Mainland bank, the total asset requirement at the end of the year preceding the application was lowered from a minimum of US$10 billion to US$6 billion. In other words, Hong Kong banks entering the Mainland's banking sector, whether setting up a branch or body corporate (including wholly owned subsidiaries and joint-venture banks) or acquiring a shareholding in a Mainland bank, will be subject to a uniform asset requirement of not less than US$6 billion. Hong Kong banks like the Chong Hing Bank and the Fubon Bank will thus benefit from the new CEPA V provisions. Accordingly, Mainland banks will be supported in setting up subsidiary operations in Hong Kong. This builds on the Mainland's prior CEPA commitments regarding financial cooperation, which encourage Mainland financial institutions actively participating in Hong Kong to acquire international best practices, relocate their international treasury and foreign exchange trading centers there, and develop networks in Hong Kong. Further, Mainland financial institutions are also encouraged to seek stock listings in Hong Kong, which became highly visible in 2006 as some top Mainland banks made mega-sized listings. Under CEPA V, the Chinese Mainland is committed to setting up green lanes for processing applications of Hong Kong banks to open branches in Guangdong as well as central, western, and northeastern regions. Hong Kong banks will also be encouraged to set up branches in rural areas to facilitate banking and financial development.
In addition, Hong Kong is the first economy outside Mainland China to be allowed to conduct RMB banking services. The central government indicated in 2006 that as part of Mainland-Hong Kong cooperation, it would study the scope for further expansion of the RMB business in Hong Kong, allowing import settlements and financial bond issues in RMB on a pilot basis. In July 2007, the China Development Bank (CDB) became the first Mainland financial institution to issue RMB bonds in Hong Kong. Its issue of RMB 5 billion (US$675 million) to both retail and institutional investors was about three times oversubscribed, laying a good foundation for the subsequent development of the RMB bond market in Hong Kong.
Thanks to hundreds of Mainland Chinese companies that want to raise money in global markets, the capitalization of Hong Kong's stock market jumped almost fourfold in the 10 years from 1997, ranking seventh-largest in the world and third in Asia, after Japan and Shanghai. 42 In 2008, equity funds raised by Mainland enterprises amounted to HK$ 223.8 billion (US$28.7 billion), which was 52.3% of the total equity funds raised through the HKSE during the year. About HK$ 29.4 billion (US$3.7 billion) was raised in new listings of Mainland enterprises in Hong Kong, accounting for 44.6% of the total equity funds raised in IPOs (Initial Public Offerings) on the HKSE. In 2006, the listing of the Industrial and Commercial Bank of China, which was the world's largest IPO to date, raised HK$ 124.9 billion (US$16 billion) in Hong Kong. In 2008, the total annual trading turnover of Mainland enterprises accounted for 66.1% of the total annual equity turnover of the Hong Kong stock market. 43 It is expected that Mainland issuers will continue to be major growth drivers of the stock market in the future. Hong Kong not only possesses a stable and less risky legal environment than the Mainland but also a mature market and diversity of funding. More important, with no foreign exchange controls, Hong Kong is a favorable financial market for Mainland enterprises "going global." However, with China's further opening up, competition from Shanghai, Beijing, and Shenzhen has intensified, and the differences such as separate currency and customs have inevitably made Hong Kong less advantageous in grasping the Mainland market.
Furthermore, under CEPA IV, qualified Mainland fund management companies are allowed to set up subsidiaries in Hong Kong. Together with prior commitments under CEPA, Mainland securities and futures companies, as well as fund management firms, can now participate in the Hong Kong market through their subsidiaries, thus enhancing the breadth of the financial intermediary base in Hong Kong. 44 Recently, funds from non-Hong Kong investors have consistently accounted for around two-thirds of the asset management business. 45 Non-Hong Kong-sourced funds are expected to show further growth. Hong Kong-based fund managers, with knowledge and experience in asset management, have already successfully established joint ventures with Mainland fund managers. Hong Kong managers have also embarked on efforts to enable foreign investors to capture investment opportunities in the Mainland.
So far under OCTS, Hong Kong's fundamental strengths-high market liquidity, robust regulation, and efficient information flow-remain unchanged. In addition, CEPA enables Hong Kong's financial industry to enjoy greater market access and flexibility for their operations in the Mainland. The increase in cross-boundary links between Guangdong and Shenzhen reflects overall increasing economic integration. In August 2009, the governments of Hong Kong and Guangdong signed a cooperation agreement. Hong Kong and Shenzhen will jointly develop a demonstration zone, a free finance and service zone for the modern service industries in Qianhai in Shenzhen's Nanshan District, covering 3.7 square kilometers. This area would be used to test pilot measures under CEPA, aimed at granting Hong Kong's service industries easier access to the Guangdong market. These would include measures for free trade and the free flow of people and capital between Hong Kong and the Mainland.
It is impossible for the Mainland to remain just the world's factory: the development of its service industry must follow. Shenzhen is keen on developing its service industries and will do so with Hong Kong's assistance. The agreement stipulates that the Qianhai financial zone will most likely adopt the Hong Kong model, i.e., rules and management systems. This gives Hong Kong an opportunity to lead financial services integration in the PRD, so the zone does not simply serve local companies. Hong Kong would serve also businesses in other parts of the Mainland. All service providers that abide by Hong Kong rules must meet international standards such as stringent confidentiality and ample freedom of information for operating successfully. This would be China's first experimental zone to allow a service industry base to adopt rules and regulations different from those in force in other parts of the country. It can also be regarded as a pilot scheme to reform Mainland law in accordance with the development of modern service industries in China. 
